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LyGood morning. 

Last Friday, PM-USA announced a recall of our major cigarette 
brands, including Marlboro(^roday, I will explain what happened, why 
we believe the recall was the only responsible decision to make, 
how the recall is progressing, what impact it has had on our 
business, and what we are doing to prevent a recurrence. 

(^With me today are the senior PM-USA executives in manufacturing, 
R&D, sales, marketing and finance. They can answer any questions 
you may have after I complete my presentation. 

0)fhe problem that led to the product recall stemmed from 
contaminated plasticizer. Plasticizer, or PZ, is applied to base 
filter material, cellulose acetate, to bond individual fibers of the 
filter. It enhances the filtration efficiency and imparts firmness to 
the filter rod. We use about 34,000 pounds of PZ daily. Hoechst 
(Herst) Celanese and Eastman Chemical are our two suppliers. 

n?)when PZ is received at the factory, it is evaluated by Quality 
Assurance Technicians to ensure its quality. We check PZ’s 
appearance, color and odor. Its purity is evaluated by determining 
the specific gravity and refractive index. These procedures have 
been in place for several years and meet all industry standards. 


Despite these checks, the contaminated PZ that caused the recall 
got into the plants. 
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Evidence of a problem first surfaced at 8:30 am on Friday, May 19th 


when a filter-maker operator at our Cabarrus factory identified an 
unusual, pungent odor in the PZ booth of her machine. After a 
thorough investigation, we determined that the odor originated 
from Celanese PZ. 


Cabarrus immediately notified R&D in Richmond and Celanese of the 
odor problem. They also alerted all other cigarette manufacturing 
facilities so their filter-making processes could be checked. 



iCabarrus smoking panels quickly evaluated the cigarettes and found 
them to be unacceptable. At 1:30 pm that same day, we stopped 
cigarette manufacturing at Cabarrus on all lines using Celanese PZ. 
We removed and quarantined all affected filters and materials. We 
also suspended all shipments of cigarettes made at Cabarrus from 
May 17th through May 19th. 


Cabarrus air freighted to R&D for immediate analysis PZ samples 
from all storage tanks, production machines, finished filters and 
cigarettes. R&D specified a four stage cleaning procedure designed 
to clean and decontaminate the affected process equipment. 


\|8^he Louisville factory, the Richmond Manufacturing Center and the 
vStockton Street factory conducted checks of all PZ areas. No odor 
problems were identified and a gas chromatography analysis at the 
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Manufacturing Center showed no abnormalities in the Celanese PZ 
for the product tested. 


By the end of that day, we believed we had an isolated incident at 
Cabarrus and decided to continue weekend production and 
shipments at the other facilities. 



y Saturday, May 20th, R&D completed a more sophisticated 
analysis of Cabarrus PZ samples. It revealed seven contaminants. 
We communicated this information, along with R&D’s suspicion that 
butyric acid contributed to the odor problem, to Cabarrus whexe 
Celanese representatives and an R&D team were now on-sitef^ ) 
Celanese tank trucks removed the contaminated PZ from Cabarrus. 
Celanese also sent samples retained from all May PZ shipments to 
R&D. 


R&D completed its analysis of Eastman PZ samples and determined 
them to be free of the suspect contaminants. Consequently, the 
Stockton Street factory and the Flavor Center, which use only 
Eastman PZ, were unaffected. 



Throughout the weekend of May 20th, production continued without 
incident at all locations except Cabarrus, which completed the 
cleaning process and resumed production at 11:00 pm Sunday, May 
21st. 
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yyHowever, on Monday, May 22nd, R&D identified the suspect PZ 

contaminants in cigarettes produced in the Manufacturing Center on 
May 20th and May 22nd. Since Louisville used the same PZ, it was 
strongly suspected that its cigarettes could also be contaminated. 

^\^)/Ve consequently suspended manufacturing at both locations, and 
halted shipments of all cigarettes made from May 17th through May 
22nd in Louisville; and May 19th through May 22nd at the 
Manufacturing Center. We began cleaning the Manufacturing Center 
in Richmond and the Louisville production facility immediately. 


On Tuesday, May 23rd, Louisville and the Manufacturing Center 
completed their clean-up procedures and resumed production using 
Eastman PZ. 


Then the contamination problem-moved from a taste and odor issue 
to a much more serious problemvixate Wednesday, May 24th, R&D 
identified the presencq^of MITC (m ethyl iso-thio-cyna te) -- a 
chemical used as a pe^cide'^CjrrtheCabarrus samples. 


j|P/\t this point, we activated the Special Situations Task Force to 
address what had now become a major product issue. 

Afe)By late Thursday night and early Friday morning, May 25th & 26th, 
R&D confirmed the presence of MITC in filters on cigarettes made in 
Louisville and the Manufacturing Center. We immediately expanded 
our shipment suspension to all product made on May 17th and 18th 
at the Manufacturing Center. 
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Before I describe the decision to recall, let me review some of the 
scientific issues surrounding the contaminants - particularly MITC 
and why we believe Celanese is the source of the problem. 


5 



part Gi-ttyi-Rg-to-etevelop-an understanding asf the critical events 
ssociated with the contaminated PZ, a brief description of the 
Celanese manufacturing process, and a break in that process that 
occurred the last week of April, is required. 


Celanese produces PZ using a series of holding tanksU-Ouring the 
last week of April, Celanese stopped the process to replace a 
refrigeration unit. We believe they did not completely drain the 
system, but instead introduced nitrogen in order to minimize 
condensation and bacterial growth. 


By May 1st, the process was restarted, and on May 2nd the new PZ 
was pumped into the holding tank used for PM which still contained 
some PZ from before the shutdown. The PZ in the tank was then 
delivered to the Richmond Manufacturing Center, Cabarrus, and 
Louisville. 


■^yThis is a comparison of chromatographs between PZ tanker samples 
provided by Celanese to PM from before the Celanese shutdown, 
represented by the [red line, and after the Celanese shutdown, 
represented by thefoWe)line. The key point to be noted here is that 
the number of peaks and the difference # the height of the peaks in 
blue represent contaminants in the post-shutdown samples. 
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addition, we have a chromatographic comparison of the Celanese 
PZ in red with the Eastman product shown in blue. The number and 
size of distinctive peaks between the PZs from the two sources 
indicate that they are quite different. Of the peaks found in the 
contaminated PZ from Celanese, butyric apkL represents one of the 
contaminants. 

g)wo points need to be made here: (1) The Celanese PZ is different 
from other Celanese PZ and the Eastman PZ. The principal 
difference is the number of contaminants, including the presence of 
butyric acid. (2) Butyric acid can arise from bacterial metabolism, 
and it has a strong, rancid odor. 


he implications of the use of contaminated Celanese PZ can be 
seen on this chart. The left column under “Date" represents the date 
at which the delivery of PZ took place and/or the analysis. The 
three major manufacturing facilities -- Cabarrus, Louisville and the 
Manufacturing Center -- are represented here. The three 
measurements involve the plasticizer solution, the cigarette, and 
the subjectives. The color red indicates an unacceptable outcome. 
Green represents an acceptable outcome. Blue represents an 
uncertain outcome. 


The picture that emerges is one that links the contaminated 
Celanese PZ with product problems in subsequent days, and is 
consistent with the interruptions that occurred in late April in the 
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Celanese manufacture of PZ. In our testing, wherever we found 
Celanese PZ 



these contaminants in the cigarette filters, we 
\C —alscTfound MITOJvn addition, we have placed on hold and recalled 
product produced at the Manufacturing Center between May 13th- 
16th based on subjective testing rather than the presence of MITC. 



VS 


IITC is a registered pesticide in the U.S. The extensive safety data 
used to support its registration indicate that it is an irritant, with 
eye irritation (watering) being the most sensitive endpoint. At 
much higher levels, it may cause nose, throat, and chest irritation. 

In 1991, a 19,000 gallon tanker containing MITC overturned. Several 
hundred people exhibited eye, nose, throat, and respiratory 
difficulties. Seven individuals were hospitalized. All individuals 
recovered. 

ITC is also naturally found in foods such as capers, at levels much 
greater than may be present in our contaminated products. No 
lasting effects are reported following lifetime exposure in animals. 
Potential exposure to MITC from contaminated product to workers 
or consumers, at levels that might be present, pose primarily 
discomfort or mild irritative effects. 



These conclusions were supported orally by independent sources 
such as an outside consultant in toxicology and poison control 
centers in Kentucky and North Carolina. 
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By Tuesday, May 23rd, all our production equipment had been 
cleaned, and we resumed full production in all of our facilities with 
new uncontaminated plasticizer. We are confident that all the 
cigarettes coming out of our factories are now free of PZ 
contaminants and MITC. 

p-yThat now brings you up to date on our manufacturing and R&D 
activities. I would now like to update you on our distribution and 
communication activities. Simultaneous with learning of the MITC 
problem, we needed to verify that all of the suspect product was 
within our control. 



Therefore, on late Thursday, May 25th and early morning Friday, PM 
personnel were dispatched to factory warehouses and to 61 public 
warehouses to perform physical inventories and to set aside the 
inventories of the suspect product. Our intent was to intercept the 
flow of the suspect product to the wholesale community; however, 
when the count came in Friday morning, we realized we could not be 
100% sure that none had entered the distribution system. 



As a result, we chose to initiate a product recall. Our desire was to 
"Cast A Net" around all potentially affected product throughout the 
entire distribution channel - the 1,658 wholesalers and the 400,000 
retailers, to keep the contaminated product out of the consumers' 
hands. 
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his plan follows the outline of procedures designed in 1991 as a 

precaution for such an event. Although we had no evidence that any 
cU\v> ,v< - 

ot-the product tha t w e knew to be de fe c t i ve was sold at retail, we 
decided to be extremely cautious and focus on protecting our 
consumers. We could not allow cigarettes on the market that made 
people uncomfortable if we wanted to maintain our position as the 
company that sells the highest quality brands. 



ur plan was based on a two-pronged approach. We had a very 
aggressive media and public relations effort to inform our 
consumers of the situation, and a comprehensive e twera oe plan to 
remove the product from trade channels. 


First, I would like to talk to you about our media and public 
relations plan. After our press release was iswed, we fielded over 
150 calls from nIL typerr-nf news media, including television and 
radio, and there were a number of news broadcasts - including this 
one with NBC. 


[Break for video of broadcast] 
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fforts also were made to place advertising in daily newspapers sfe- 
qtttg^^lsSpiesi&le but, due to the holiday weekend, some 
newspapers gyirfe unable to open space until Monday, and some not 
until TuesdavCSwh&F H wo - re l ease d our statement to the press and 
advertising, we emphasized that any consumer who had one of the 
listed brands should return it to a retailer cafmtw=ll lU'-PiuUitet for 
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a full refund. We also placed the "800" number in the press release, 
ads and in many of the news reports. 

I^^)b y the end of the first night, over 20% of consumers telephoned had 
heard of the recall, most from television and radio. By the second 
night, we were achieving awareness levels close to 60%. 


JJntil we publicized the recall and "800" number, there had been not 
one consumer complaint related to this issue. As of 3:00 pm 
Tuesday, the 24-hour, seven-day "800" number we^tgglljlSgEde 
aiid-soas iuiucaaim^ had answered more than 650,000 

calls. Not surprisingly, nearly half these calls were made within 24 
hours of our announcement. All calls to the various PM plants and HQ 
locations are being screened, and the most sensitive of these 
inquiries are being handled by fully-trained and scripted personnel, 
In our consumer tracking, forty-two percent who are aware of the 
recall are aware of the company's 800 number. 


s part of processing these calls, we attss^d to identify 


consumers who complained about exp erienc i n g discomforts 
associated with the recalled product. ThisJncluded calling a special 
number, going through a detailed questioning process, being asked 
to send in the product, and being offered a call-back from a 
qualified toxicologist. To date, 3,400 callers have registered 
complaints. However, after proceeding through this process, 178 
callers are still pursuing the matter and asking for a call-back from 
our toxicologists. 
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hile we had 


also using our direct mail database to 


contact our consumers, it was decided that trsfeg this would take 
over three weeks, which would be too slow. It is likely that a full 
explanation will be sent to the consumers in our database along with 
an incentive to continue purchasing our products. 



On Tuesday morning, we initiated a security analyst conference call 
with over 165 members of the investment community participating. 
Here is a report from a leading analyst. 


[Run Roy Burry tape] 



Now that you have been updated with the public relations and 
investor community efforts, I would like to discuss our progress in 
removing the product from the distribution channels. 



PM-USA personnel first focused on the wholesale trade class wfth 

di str i butors, direc t accoun tsr-an^ ^holesa lers-confaeted- for the 

TO 

puip ose - o f -hawng-eef-persormeI c oma -in-and inspect their stock to 
remove any suspect product. Response by the wholesale trade was 
overwhelmingly supportive and cooperative. By opening of 
business Tuesday, 100% of our distribution community had been 
contacted. Many opened over the holiday weekend to allow us to 
inspect inventories and to restock our retail customers. 
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On Friday afternoon, we commenced a comprehensive retail recall 
plan. We sent notification to approximately 400,000 accounts 
instructing them to cease selling the 36 identified packings and to 
separate them for removal by a PM sales representative. 

<j^Our r^glTlriission was to remove the suspect product and then 
postCaL^nificate confirming that a Philip Morris representative had 
visited the store and all the product had been inspected. 


We implemented a plan to call on all accounts selling cigarettes 
regardless of size. Call priorities were clev e l op e d -i n -whtehfirst 
contact^ the higher volume calls. 


$)This comprehensive retail plan leveraged PM Companies' resources, 
supplementing our sales force with the Kraft Food Sales and Broker 
Force, selected outside agencies who had experience with the 
company, all available Fleadquarters personnel, and even a few 
volunteer retirees to expedite the identification and removal of 
the affected product. 

really cannot say enough about the response we received from 
both PM and Kraft employees. For the company to ask its people to 
sacrifice a holiday weekend and to be able to deploy close to 90% of 
our staff says a lot about our employees' dedication. 


Some 5000 employees, working 15 to 18 hour days, have been in the 
field since Friday night. By Tuesday night or in four days' time, we 
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had contacted about 128,000 stores representing over 62% of our 
total volume. 

All cigarette outlets will be contacted f& cjeomphit i on by June 7. 


This videotape, which we made available to television stations, 
highlights some of^ey-r^ retail activity. 

[Show video] 

Other areas of our plan that are still in progress include: 



A sample of returned products will undergo testing by R&D to 
identify any contamination. 


QA procedures are being reviewed. I have asked Dave Milby and Ken 
Houghton to study and report to me whether there are any 
increased measurements for quality and safety assurance we should 
implement. 


We are also communicating with appropriate government agencies, 
including the Bureau of Alcohol, Tobacco and Firearms. 

We are adjusting production to refill the pipeline. We plan to 
minimize any impact on export shipments. 
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We are preparing a marketing plan to recapture any outswitchers. 
Our competitors, RJR in particular, are exploiting this situation with 
accelerated promotion and enhanced visibility. 

We are investigating legal recourse against Celanese. 

^)while our efforts have been focused on implementing our recall plan 
to protect our consumer, preliminary analyses suggest that the 
cost of the recall will be approximately $100 million. Business 
interruption costs may be another $100 million. 

The final financial risk is long-term share loss. To put this in 
perspective, each market share point represents about $150 million 
in annual profitability. 

Any market share impact will start showing up in June Nielsens, 
particularly in the second and third weeks. Our business situation 
review in June will give you a better sense of the short- and 
medium-term market share and income prospects. 


In summary, our efforts were dedicated to maintaining confidence in 
our brands. Recent polling of several hundred smokers reveals that 
our actions are on the right track. 



77% of consumers felt that PM-USA has done all it could do in terms 
of making the public aware of the recall. Our recall execution 
process and the quality of our product received similar approval 
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ratings. We are very reassured that over 86% of smokers polled 
said that it will not affect their future purchases of PM brands. 

\ 

Respite its costs in dollars, I firmly believe we acted responsibly 
and in the best interests of our consumers, our brands and our 
company. While we are still in the midst of the crisis, I am proud of 
the way our people continue to demonstrate exceptional ability to 
meet this challenge. 

We are happy to answer your questions. 
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